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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor
Dallas, Texas

tax parity with an uncontrolled taxpayer by
determining, according to the standard of an
uncontrolled taxpayer, the true taxable income
from the property and business of a controlled
taxpayer.” In other words, how much income
would the controlled taxpayer have earned
had it dealt with the parent at arm’s length?
The Regulations set forth detailed criteria
for determing prices which can qualify as
arm’s length prices where sales of tangible
property are involved. There are three methods
which can be used; but, where the product
is one for which there is an established market,
the method known as the “comparable uncon
trolled price method” must be used, as it
results in the more accurate estimate of an
arm’s length price. As the name implies, the
comparable uncontrolled price method involves
looking at the prices paid in comparable trans
actions between unrelated buyers and sellers.

During the past year while tax practitioners
have been concentrating all efforts toward
keeping up with the impact of the Tax Reform
Act, some significant developments have taken
place in the courts. In January a Tax Court
Memo Decision was reported which defines
to some extent just how much discretion the
Commissioner of Internal Revenue has in ap
plying Section 482 of the Internal Revenue
Code. At least the opinion sets forth what the
Tax Court considers to be an abuse of that
discretion. The case is PPG Industries, Inc. v.
Commissioner, T. C. Memo 1970-354 and may
be found in the CCH Tax Court Reporter at
29 TCM Dec. 30,488(M).
Section 482
Internal Revenue Code Section 482 autho
rizes the Commissioner of Internal Revenue to
allocate income and deductions between related
companies or taxpayers for the purpose of
preventing the evasion of tax through the
shifting of profits, the making of fictitious sales,
or the use of other transactions which result
in the “milking” of an entity which is subject
to United States tax. Suppose, for example,
that Company A has developed and is manu
facturing and selling a product which has
reached its full potential in the United States
but is just being introduced in Europe. The
company decides to organize a Swiss subsidiary
to which it will sell its products at a very low
price. Then Company A will realize very low
profits on this segment of its business, and
Swiss-A will realize very high profits which are
taxed at much lower rates in Switzerland. Un
der Section 482, the Commissioner has the au
thority to allocate a part of the income from the
Swiss corporation to the U. S. corporation and
to impose U. S. taxes on the income so allo
cated. When the Commissioner applies Sec
tion 482, normally the taxpayer must prove
that the reallocation is unreasonable, arbitrary,
or capricious in order to avoid the deficiency
assessment. The taxpayer can do this by pro
ducing evidence that the transactions with the
foreign subsidiary took place at arm’s length
prices within the meaning of the U. S. Treasury
Regulations under Section 482.
Section 1.482-1(b)(1) of the U. S. Treasury
Regulations states that the “purpose of Section
482 is to place a controlled taxpayer on a

The Government’s Case
The example of Company A and Swiss-A
above is a somewhat over-simplified statement
of the transactions which were the subject of
one of the main issues of the PPG Industries
case. A wholly-owned subsidiary was organized
as a Swiss corporation for the purpose of ex
panding the sale of PPG products outside the
United States, as well as developing oppor
tunities to exploit the company’s technology
outside the United States and developing op
portunities for investments where equity inter
ests could be built around the manufacture of
products using PPG’s technology. It was also
intended that the Swiss subsidiary would
manage those foreign investments already in
existence at the time the Swiss company was
formed. All export sales, foreign licensing,
and investment activities were placed under
the independent management of this subsid
iary. The Commissioner assessed deficiencies
measured by income allocated to PPG from
the Swiss subsidiary. The income so allocated
was primarily derived from sales of tangible
property; therefore, the methods for determin
ing whether or not the transactions were
actually arm’s length were applied. The Court
found that the prices used by PPG were
representative under the comparable uncon
trolled price method and held for the taxpayer.
Unfortunately, when one is dealing with the
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wholesale merchandising of manufactured
products of the type PPG Industries produces,
the comparison of pricing policies is a very
complex process. The Revenue Agent had
relied upon the “Source Book of Statistics of
Income” compiled by the United States Trea
sury Department for 1960 and 1961. In this
publication, organizations filing Federal income
tax returns are grouped into major and minor
industry classifications. Within these classifica
tions, the companies are grouped into size
categories based upon the value of their assets.
The Revenue Agent established the classifica
tion and category in which the PPG Swiss
subsidiary properly belonged by referring to
the company’s balance sheets for the years in
volved. He then determined the ratio of net
profit before tax to business receipts for the
appropriate group of corporations. He applied
this ratio to the PPG subsidiary’s business re
ceipts and contended that this was the ap
propriate profit before tax for the subsidiary.
Since the Swiss company’s profit before tax
exceeded the amount so determined, he real
located the excess income to the parent and
based the deficiencies on this additional income.
The Court was convinced that this method
of determining the allocation of income to the
parent company was unreasonable and arbi
trary. There was no indication from the evi
dence produced by the Commissioner that the
operations of the corporations in the group
from the “Source Book” were in any way
comparable to the operations of the PPG sub
sidiary. The Revenue Agent testified that this
was the best information available to him at
the time, but, in the Court’s opinion, this
agent’s best was not good enough. It was held
to be an abuse of the Commissioner’s discre
tion in the application of Section 482.
However, the Commissioner of Internal
Revenue did not give up that easily. During
the course of the trial, things must not have
looked too good because the Commissioner
took a new position and amended the answer
to the taxpayer’s petition. In the amended
answer, the Commissioner contended that the
PPG subsidiary’s activities were comparable
to those of a combination export manager of
the type earning a nominal net profit margin
of two percent of net sales. The Commissioner
further contended that the Swiss subsidiary’s
sales to PPG’s Canadian subsidiaries were mere
“paper shuffling.” The amended position al
located to PPG all of the income from the
Canadian sales and all earnings from other
operations in excess of two percent of net sales.
A combination export manager handles the
exports of a group of manufacturers. He is an
independent contractor or agent and normally
handles the mechanics or paper work involved

in exporting products and also performs a
limited selling function by selecting foreign
commission agents or distributors for the
manufacturer. The combination export man
ager does not perform a marketing function;
he has nothing to do with the development of
new markets, does not decide price policies,
nor can he sell at a loss in order to develop
new markets.
An international subsidiary normally per
forms a number of functions which are never
delegated to a combination export manager.
These include the management responsibility
for foreign operations other than selling, the
coordination of foreign marketing activities,
including in-depth studies of potential markets,
the extension of credit to customers, the opera
tion of warehouses, and various post-sale ser
vices to customers. The PPG Swiss subsidiary
was responsible for many other manufacturing
and investment management functions.
When the Commissioner changed his posi
tion from the rather casual approach produced
by the Treasury Department statistics, the bur
den of proof shifted to him. He not only didn’t
prove his case, but the evidence on the side of
PPG was rather overwhelmingly to the con
trary. A major difference between a combina
tion export manager and an international sub
sidiary is the extent to which an international
subsidiary attempts to develop new markets.
The PPG subsidiary had a phenomenal in
crease in sales during the period—a strong
indication of extensive marketing activities.
Even though some export management func
tions were performed by the PPG subsidiary,
the Court found them to be minor in com
parison to the main thrust of its responsibility.
The Taxpayer’s Case
The significance of this opinion on this
particular issue appears to rest more in the
Commissioner’s lack of ability to prove his case
than the taxpayer’s overwhelming evidence
refuting the Commissioner’s position. How
ever, it is still pertinent to outline those facts
which the Court especially noted were in the
taxpayer’s favor. The Finding of Facts portion
of the opinion is some 45 pages long, so the
following can scarcely be an in-depth analysis.
In the first place, PPG was able to develop
a great deal of evidence supporting their pric
ing policies and the objectives which they in
tended to achieve. Price guidelines had been
devised which would yield the U. S. company
a profit of at least 10 percent of sales. In no
event were goods sold at less than invento
riable cost plus 25 percent. Also, PPG was able
to develop evidence regarding the prices used

(Continued on page 19)
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THEORY AND PRACTICE
(Continued from page 13)

income statement amounts is not necessary
for estimates macle each period in the ordinary
course of accounting for items such as uncol
lectible accounts or inventory obsolescence;
however, that disclosure is recommended if
the effect of a change in the estimate is
material.

ordinary items, net income, and related per
share amounts of the period of change should
be disclosed. Similar disclosures should be
made of the differences between amounts pre
viously reported in periods presented and those
shown in the restated financial statements.
Reporting a Correction of an Error in
Previously Issued Financial Statements
The Board concludes that correction of an
error in the financial statements of a prior
period discovered subsequent to their issuance
should be reported as a prior period adjust
ment. It provides that the nature of the error
in previously issued financial statements and
the effect of its correction on income before
extraordinary items, net income, and the re
lated per share amounts should be disclosed
in the period in which the error was discovered
and corrected.

Reporting a Change in the Entity
The Board concludes that accounting
changes which result in financial statements
that are in effect the statements of a different
reporting entity should be reported by restating
the financial statements of all prior periods
presented.
It provides that the financial statements of
the year in which a change of reporting entity
is made should describe the nature of the
change and the reason for it. In addition, the
effect of the change on income before extra
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with respect to sales to and purchases from
unrelated parties. A Belgian subsidiary had
purchased glass from another Belgian company
outside the controlled group; the prices were
shown to be lower than the prices PPG was
charging its Swiss subsidiary. Comparisons
with the prices charged to U. S. customers
also indicated that PPG was not selling to its
Swiss subsidiary at abnormally low prices.
The second test applied was the over-all
reasonableness of the profits reported by the
subsidiary. The financial statements had been
completely restated as the original statements
were unaudited and had not shown income
from export sales separately from other income
in each product line. The cost system was
altered to some extent on the restatement.
The court agreed with the overall reasonable
ness of the financial reports submitted in evi
dence and approved the accounting principles
used in the restatement of the financial reports.
The third factor considered was the ratio of
profit before tax to gross sales of the Swiss
subsidiary as compared to the U. S. parent’s
profit before tax on the export sales. It was
shown in the restated financial statements that

the parent company was making a higher gross
profit margin and net profit before tax on its
sales to the Swiss subsidiary than the Swiss
subsidiary was making on its resale of the same
products.

In Conclusion
A number of other interesting Section 482
issues were raised in the PPG Industries case,
but space does not permit a full discussion
of all of them. The Commissioner of Internal
Revenue has not had adequate guidelines to
follow in raising Section 482 issues. This has
made it difficult for industry to establish pric
ing policies which would be sufficiently liberal
to allow them to penetrate world markets and
yet not so liberal as to raise the spectre of
a Section 482 reallocation of income. By the
time the Internal Revenue Service has raised
such an issue, it is usually too late to recover
any foreign taxes paid with respect to the same
income. The facts involved in the PPG In
dustries have been reported in intricate detail.
Hopefully, the case establishes some guidelines
for both the taxpaver and the Revenue Agent.
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